2T.C.384 (1943)

A grantor is taxable on trust income if the trust allows income to be distributed to
the grantor at the discretion of a non-adverse party, even if the grantor is not the
trustee.

Summary

Oleta Ewald created a trust, naming her husband as trustee, with the power to
distribute income to her at his discretion. The Commissioner of Internal Revenue
sought to tax Ewald on the entire trust income, arguing that her husband did not
have a substantial adverse interest in the disposition of the income. Ewald argued
that her husband’s potential inheritance and interest in preserving family ownership
of a company stock constituted such an adverse interest. The Tax Court held that the
entire trust income was taxable to Ewald because her husband lacked a substantial
adverse interest, and the trust terms indicated its continuation beyond her possible
early death.

Facts

Oleta Ewald gifted 4,000 shares of Campbell-Ewald Co. stock to her husband, Henry,
as trustee of an irrevocable trust she created in 1929.

The trust instrument allowed Henry to distribute income to Oleta during her lifetime
as he deemed proper.

Upon Oleta’s death, Henry was to distribute income to her surviving children at his
discretion.

If Henry died or became unable to serve, successor trustees were appointed who
were required to distribute all net income to Oleta during her lifetime.

Oleta’s will named Henry as the residuary legatee.

Procedural History

The Commissioner determined deficiencies in Ewald’s income tax for 1936, 1937,
1939, and 1940, arguing that undistributed trust income was taxable to her.

Ewald contested the adjustment and argued the statute of limitations barred
deficiencies for 1936 and 1937.

The Tax Court considered whether Henry had a substantial adverse interest and
whether the extended statute of limitations applied due to omitted income.

Issue(s)

1. Whether the entire net income of the trust is includible in Oleta Ewald’s net
income under Section 167(a)(2) of the Revenue Act of 1936 and the Internal
Revenue Code.

2. Whether the deficiencies for 1936 and 1937 are barred by the statute of
limitations under Section 275 of the Revenue Act of 1936.
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Holding

1. No, because Henry T. Ewald, as trustee, did not have a substantial adverse
interest in the disposition of the undistributed income of the Oleta A. Ewald trust.

2. No, because Ewald omitted income exceeding 25% of her gross income,
triggering the five-year statute of limitations under Section 275(c).

Court’s Reasoning

The court reasoned that the key question was whether Henry T. Ewald had a
“substantial adverse interest” in the disposition of the undistributed trust income.
Ewald argued that Henry’s interest as a potential beneficiary of her estate and his
interest in preserving family ownership of Campbell-Ewald Co. stock created such
an interest. The court rejected both arguments.

The court determined the trust instrument intended for the trust to continue beyond
Oleta’s death, even if she predeceased her husband, thus negating Henry’s potential
inheritance of the trust corpus.

The court cited Georgia B. Lonsdale, 42 B.T.A. 847, stating that a “substantial
adverse interest” contemplates a direct interest in the trust income and Reinecke v.
Smith, 289 U.S. 172, stating that, “A trustee is not subsumed under the designation
‘beneficiary’.”

Regarding the statute of limitations, the court followed Estate of C. P. Hale, 1 T.C.
121, and held that because Ewald omitted income exceeding 25% of her gross
income, the five-year statute of limitations applied regardless of whether the
omission was due to negligence.

Practical Implications

This case clarifies the application of Section 167 (now Section 677) regarding
grantor trusts and “substantial adverse interest.”

It emphasizes the importance of carefully drafting trust instruments to avoid
unintended tax consequences when the grantor retains significant control or benefit.
The case highlights that a trustee’s potential inheritance from the grantor does not
automatically constitute a “substantial adverse interest.”

It also underscores that a good faith belief that income is not taxable is not a
defense against the extended statute of limitations for substantial omissions of
income.

Practitioners must ensure that grantors relinquish genuine control and benefit for a
trust to be effective in shifting the tax burden. This case is frequently cited in trust
and estate planning contexts to determine whether trust income will be taxed to the
grantor.
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